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At the close of business on Dec. 31, 1984, P had
30 debt instrunents outstanding on which it paid
effective contract interest rates that were bel ow
current interest rates that P would have incurred had
it issued conparable debt instruments. P s right to
use the proceeds of these financing arrangenents with
bel ow- market interest rates constitutes an economc
benefit generally referred to as “favorable financing”.
In a prior Opinion, we held that special |egislative
provisions entitled P to use the fair market val ues of
its intangi ble assets on Jan. 1, 1985, as its bases for
pur poses of anortization. Fed. Hone Loan Mrtgage
Corp. v. Conm ssioner, 121 T.C 125 (2003). |In another
prior Opinion, we held that the benefit of bel ow market
financing can, as a matter of |law, constitute an
i ntangi bl e asset which P may anortize if it establishes
a fair market value and a limted useful life. Fed.
Hone Loan Mortgage Corp. v. Conm ssioner, 121 T.C 254
(2003).
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P calculated the fair market value of its
favorabl e financing intangi ble assets to be
$428, 391, 551 using the market approach; the market
approach conpared the adjusted issue prices of P s debt
instrunments to their market prices on Jan. 1, 1985. P
calculated the limted useful lives of its 30 debt
instrunments to be their average weighted lives. R
argues that P's favorable financing had no val ue and
was not an asset. R also argues that P did not
properly adjust for the volatility of the market in
determ ning the useful |ives.

Held: P may anortize its favorable financing
i ntangi bl e assets because it reasonably estimted the
fair market value of its favorable financing to be
$428, 391, 551 and reasonably estimated the renmining
l[imted useful lives.

Robert A. Rudnick, B. John Wllians, Jr., Janes F. Warren,

Alan J.J. Swirski, and Richard J. Gagnon, Jr., for petitioner.

Gary D. Kall evang, John A. Guarnieri, Ruth M Spadaro, and

Charl es E. Buxbaum for respondent.
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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

RUVWE, Judge: |In docket No. 3941-99, respondent determ ned
deficiencies in petitioner’s Federal incone tax of $36, 623, 695
for 1985 and $40, 111, 127 for 1986. Petitioner clains
over paynments of $9,604,085 for 1985 and $12, 418, 469 for 1986.

I n docket No. 15626-99, respondent determ ned deficiencies
in petitioner’s Federal incone tax of $26, 200,358 for 1987,

$13, 827,654 for 1988, $6, 225,404 for 1989, and $23, 466, 338 for
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1990. Petitioner clains overpaynents of $57,775,538 for 1987,
$28, 434,990 for 1988, $32,577,346 for 1989, and $19, 504, 333 for
1990.

When petitioner was chartered, it was exenpt from Federal
State, and |l ocal taxation, except for real estate tax inposed by
any State or |local taxing authority. Pursuant to the Deficit
Reduction Act of 1984 (DEFRA), Pub. L. 98-369, sec. 177, 98 Stat.
709, petitioner becane subject to Federal income tax effective

January 1, 1985. In a prior opinion, Fed. Hone Loan Mbortgage

Corp. v. Conm ssioner, 121 T.C 129, 147 (2003), we held “that

petitioner’s adjusted basis for purposes of anortizing intangible
assets under section 167(g)!Y is the higher of regular adjusted
cost basis or fair market value as of January 1, 1985.” (Fn.

ref. omtted.) |In another prior opinion, Fed. Hone Loan Mortgage

Corp. v. Comm ssioner, 121 T.C 254, 272 (2003), we held that
“The benefit of petitioner’s bel ownmarket financing can, as a
matter of law, constitute an intangi bl e asset which could be
anortized if petitioner establishes a fair market value and a
limted useful life as of January 1, 1985.” The benefit of
bel ow- market financing is generally referred to as “favorable

financing”. In this opinion, we decide whether petitioner has

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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established that its favorable financing intangible assets have
fair market values that may be reasonably estimated and have
ascertainable limted useful lives as of January 1, 1985.°2
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulations of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine the petitions
were filed, petitioner’s principal office was in MLean,
Vi rginia.

Congress created petitioner in 1970 to pronote access to
nortgage credit throughout the United States by increasing the
liquidity of nortgage investnents and inproving the distribution
of investnment capital for nortgage financing. Since its
i ncorporation, petitioner has facilitated investnment by the
capital markets in single-famly and nmultifamly residential
nortgages in two ways. First, petitioner has acquired nortgages
fromoriginators and resold themin securitization transactions,
principally by pooling the nortgages and i ssuing participation
certificates (PCs). Second, petitioner bought nortgages from
originators and held themuntil maturity in its retained nortgage

portfolio, generally financing this activity by issuing various

2 This issue is one of several involved in these cases. See
Fed. Honme Loan Mortgage Corp. v. Conmi ssioner, 125 T.C. 248
(2005); 121 T.C 129 (2003); 121 T.C 254 (2003); 121 T.C. 279
(2003); T.C. Menp. 2003-298.
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debt instrunments. Petitioner financed approximately 10 percent
of its nortgage purchases through the issuance of |ong-term
debt . 3

| . Favor abl e Fi nanci ng | ntangi bl e Assets

At the cl ose of business on Decenber 31, 1984, petitioner
had out standi ng | ong-term i ndebt edness on a nunber of debt
instrunents. The effective contract interest rates* on sone of
t hese outstandi ng | ong-term debt obligations were bel ow t he
interest rates that petitioner would have incurred on January 1,
1985, had it issued conparable debt instrunents in the market for
the remaining termof the particular debt instrunent.
Petitioner’s favorable financing intangible assets consisted of
the benefits it derived fromfinancing arrangenents that required
it to pay interest at rates below those prevailing in the
financial markets as of January 1, 1985.

As of January 1, 1985, petitioner had the foll ow ng 30
out standi ng | ong-term debt instrunments, which had bel ow mar ket
interest rates and market prices that were |lower than the

adj usted i ssue prices.

3 In this context, debt includes collateralized nortgage
obligations (CMX>s) and guaranteed nortgage certificates (GVCs).

4 The effective contract interest rate is the adjusted
coupon interest rate (or for zero-coupon bonds, the adjusted
effective interest rate). The adjusted coupon interest rate
equal s the sum of the coupon rate of interest, the hedging gain
or |l oss percentage, and any discount fromthe face val ue when the
debt obligation was issued.



A. G nni e Mae Bonds

G nnie Mae Bonds G 15, G 16, and G 17 were nortgage- backed
bonds, which consisted of prom ssory notes secured by nortgage
| oans owned by petitioner. The underlying nortgages were held in
trust by petitioner as trustee as security for paynent of the
bonds. These nortgage- backed bonds were guaranteed as to
princi pal and interest by the Governnent National Mortgage
Associ ation, a wholly owned corporation within the Departnent of
Housi ng and Urban Devel opnent.

B. Not es | ssued to Federal Honme Loan Banks

Notes F-8, F-12, F-15, F-18, F-11, and F-13 were prom ssory
not es payable to Federal Hone Loan Banks (FHLB). These notes
wer e passt hroughs of the FHLBs’ own obligations. Under the
Federal Home Loan Mortgage Corporation Act, Pub. L. 91-351, sec.
303(a), 84 Stat. 452 (1970), petitioner was deened to be a nenber
of each FHLB and was entitled to borrow fromthose institutions
subject to certain security requirenents.

C. Debent ur e

Debenture D-2 was issued under section 306(a) of the Federal
Home Loan Mortgage Corporation Act. This debenture was an

unsecured general obligation of petitioner.
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D. Not e Payable to North Dakota Bank

The note bearing code ND was a fixed-rate |oan that
petitioner issued in a private transaction to the Bank of North
Dakot a.

E. Capi tal Debent ures

CD-1, CD-2, and CD-3 were capital debentures. These capital
debentures were subordinated and junior in right of paynment to
all obligations and liabilities of petitioner.

F. Zer o Coupon Bonds

Petitioner issued zero coupon bonds Z-2 and Z-3, which were
subordi nat ed capital debentures junior in right of paynent to al
seni or obligations of petitioner. Zero coupon bonds have no
stated interest rate but are issued at a substantial discount to
face value. At maturity, the holder is entitled to receive the
face of anmount of the bond.

G Coll ateralized Mrtgage Obligati ons ( CMOs)

CMO A-2, CMO A-3, and CMO G4 were debt instrunents secured
by nortgages which were outstanding on Decenber 31, 1984. These
CM>s were subject to put and call options; the call dates, put

dates, and final maturity dates were as foll ows:



Debt Cal | Put Fi nal
| nst r unent Dat e? Dat e? Maturity Date
CMO A-2 N A N A 12/ 15/ 95
CMO A-3 6/ 15/ 03 6/ 15/ 08 6/ 15/ 13
CMO C-4 1/ 31/ 04 1/ 31/ 04 1/ 31/ 09

! The call date is the earliest date on which petitioner, if
it so chose, could repay the debt in full.

2The put date is the earliest date on which the hol der had
the right to require petitioner to pay any remaining unpaid
princi pal bal ance plus accrued interest.

Each series of CM>s was collateralized by pools of nortgages
owned by petitioner and held by it as trustee.® Petitioner nade
princi pal paynments to holders in the greater amount of (1) the
m ni mum schedul ed paynents, or (2) nonthly and ot her paynents of
princi pal petitioner received on the nortgages serving as
collateral. Petitioner structured the CM3>s to permt hol ders of
certain classes to receive paynent in full before other classes.

The ternms of each CMO required petitioner to apply al
paynments of principal and interest on the subject nortgages into
a sinking fund for the benefit of the holders. Petitioner was
requi red to make paynents to the sinking fund sem annually. The
bal ance of the sinking fund was then used to nmake sem annual
princi pal paynments on the senior class of bonds until they were
fully retired. Thereafter, additional anmounts of principal were

paid sem annually to the holders of the class of bonds next in

> The nortgages used as collateral for the outstanding CM3s
as of Jan. 1, 1985, were entirely first lien, conventional
residential nortgages having fixed rates of interest.
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seniority until those bonds were fully paid, and then on the sane
basis to holders of the nost junior classes. The hol ders
recei ved sem annual interest paynents at the stated rate.® The
hol ders of CMOs received paynents of principal at a rate at | east
corresponding to the schedul e of m ni mum paynents set forth in
the offering circular or prospectus. The holders received
paynents at a faster rate if the principal anount of the
nort gages that served as collateral paid down faster than inplied
by the schedul e of m nimum paynents. Petitioner never had to
satisfy any m ni mum si nking fund obligation (i.e., cover a
deficit between funds received from nortgages and m ni mum
paynments of principal to CMO hol ders).

H. Guar ant eed Mortgage Certificates (GWs)

GMC A 1975, GMC B 1975, GMC A 1976, GMC B 1976, GMC A 1977,
GVMC B 1977, GMC C 1977, GMC A 1978, GMC B 1978, GMC C 1978, GMC A
1979, GVC B 1979, and GMC C 1979 were certificates guaranteed by
petitioner and denom nated as representing an interest in a pool

of single-famly nortgages held by petitioner as trustee.’

6 In sone cases, interest on the nbst junior class of bonds
was not paid currently but accrued until the senior classes had
been paid in full.

" Respondent issued to petitioner Priv. Ltr. Rul.
7607233060D (July 23, 1976), which states, in pertinent part:

Al t hough the issuance of [Guaranteed Mrtgage]

Certificates takes the formof a transfer to the

Certificate holders by * * * [petitioner] of undivided
(continued. . .)
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The terns of each GMC series obligated petitioner to pay
interest at a rate stated on the face of its prospectus and to
repay the face anount of the certificate to the hol der
Princi pal paynents were nmade annually. GMC hol ders received
princi pal repaynments in anmounts equal to the greater of (1)

m ni mum schedul ed paynents, or (2) nonthly and ot her paynments of
princi pal petitioner received on the nortgages serving as
collateral. Petitioner was unconditionally required to make
annual principal paynments to the GMC holders in an anount at

| east equal to the mninmumlevels specified, regardl ess of the
anounts of principal received fromthe underlying nortgages. |If
nort gages that served as collateral paid down the principa
anount faster than inplied by the schedul es of m ni nrum paynents,
GMC hol ders received paynents of principal at a faster rate than
required by the schedule of m ni mum paynents. GMCs hol ders had

the option to require petitioner to purchase their certificates

(...continued)

interests in the Mrtgages, the ternms of the
Certificates are such that for Federal incone tax
purposes * * * [petitioner] will not be selling

undi vided interests in the Mortgages but wll be

i ssui ng debt obligations for which the Mrtgages held
by the Trustee are security. * * *

On May 13, 1983, respondent revoked this private letter ruling
and related rulings. See Priv. Ltr. Rul. 8337016 (May 23, 1983).
Respondent does not presently regard GMCs as debt for tax

pur poses; however, under the provisions of sec. 7805(hb),
respondent has permtted petitioner to treat its GMCs issued
before May 23, 1983, including all of the GMCs at issue in this
case, as debt for tax purposes.
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at the then-unpaid principal balance plus accrued interest at a
future date specified by the prospectus.

Wth respect to the 13 GVCs in issue, the put dates and the

final maturity dates were as foll ows:

Debt Put Fi nal
| nst r unent Dat e Maturity Date
GMC A 1975 3/ 15/ 90 3/ 15/ 05
GMC B 1975 9/ 15/ 90 9/ 15/ 05
GMC A 1976 3/ 15/ 91 3/ 15/ 06
GVC B 1976 3/ 15/ 96 9/ 15/ 06
GMC A 1977 3/ 15/ 97 3/ 15/ 07
GMC B 1977 3/ 15/ 02 3/ 15/ 07
GVC C 1977 9/ 15/ 02 9/ 15/ 07
GVC A 1978 3/ 15/ 03 3/ 15/ 08
GVC B 1978 9/ 15/ 03 9/ 15/ 08
GVC C 1978 9/ 15/ 03 9/ 15/ 08
GMC A 1979 3/ 15/ 04 3/ 15/ 09
GMC B 1979 3/ 15/ 04 3/ 15/ 09
GVC C 1979 9/ 15/ 04 3/ 15/ 09

Wth the possible exception of GMC B 1975, petitioner

made

m ni mum paynents pursuant to the schedule for all GVCs on al

paynent dates after March 1980 t hrough Septenber 1993.%8 For GMC

8 Petitioner nade mni num paynents pursuant to the
respective schedule on GMC A 1978, GMC B 1978, GVMC C 1978, GMC A
1979, GVC B 1979, and GMC C 1979 on all paynment dates fromthe
i nception of the GVC through March 1980.
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B 1975, petitioner made m ni mum paynents on all paynent dates
after Decenber 31, 1984.

Petitioner initially funded the acquisition of the nortgages
held as collateral for each of the CM3Os and GMCs at issue by
means ot her than the issuance of those particular CM3»s and GMCs.
When issuing its GVCs, petitioner disclosed that the proceeds
woul d provide funds for petitioner to engage in additional
activities consistent wwth its statutory purposes, including the
purchase of additional nortgages and interests in nortgages and
that sonme portion of the proceeds could be used to repay part of
petitioner’s borrowings. Wen issuing its CM3s, petitioner
di scl osed that the proceeds would be used to provide funds for
the corporation to finance its purchase of the nortgages securing
t he CMCs.

Wth respect to the CM3s and GMCs, petitioner received
mont hly paynments of interest and principal on the nortgages that
served as collateral. Petitioner nade sem annual or annual
paynments of principal and interest to the CMO and GMC hol ders.
Petitioner paid interest through the date of paynment to the
hol ders on the outstanding principal balance of the CM>s or G\Cs,
not wi t hstandi ng any recei pt of principal anobunts on the nortgages
serving as collateral since the previous date of paynent.

Petitioner received spread and float income with respect to

the CMOs and GMCs. Spread incone is the anmount by which the
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i ncone rate on the nortgages serving as

exceeds the interest paynents to the hol ders of the

The fl oat

incone is the interest on the nonthly

and interest paynents that could be earned between

recei pt of the paynents by petitioner and remttance to the CMO

and GMVC hol ders.

The debt instrunents in issue had issue dates, maturity
dates, outstanding principal on Decenber 31, 1984, effective
contract rates, and market prices per $100 on January 1, 1985, as
fol | ows:

Pri nci pal Effective
Debt Maturity Qut st andi ng Cont r act Mar ket Price Per

Instrunent |ssue Date Dat e On 12/31/1984 I nt erest $100 on

Rat e’ 1/1/ 19852
G 15 11/19/1970 11/27/1995  $70, 000, 000 8. 681 87. 335069
G 16 8/2/1971 8/ 26/ 1996 82, 500, 000 7.813 81. 835069
G 17 5/25/1972  5/26/1997 150, 000, 000 7.250 70. 381944
F-12 2/ 25/ 1977  2/25/1985 200, 000, 000 7. 407 99. 906250
F-15 2/27/1978  5/28/1985 200, 000, 000 8. 158 99. 890625
F-8 |1/25/1976 11/25/1985 40, 000, 000 8. 442 99. 187500
F-18 5/25/1979  2/25/1986 200, 000, 000 9.581 99. 937500
F-11 10/ 25/ 1973 11/26/1993 400, 000, 000 7.412 77. 000000
F-13 2/ 25/ 1977  2/25/1997 300, 000, 000 7.910 75. 687500
D-2 3/30/1983  3/30/1990 300, 000, 000 10. 937 98. 062500
ND 7/1/1975  11/1/ 1986 11, 363, 000 7.750 95. 968750
CMO- A2 6/15/1983 12/15/1995 350, 000, 000 11. 162 97. 664063
CMO- A3 6/15/1983  6/15/2013 435, 000, 000 11. 803 96. 390625
CMO- C4 1/31/1984  1/31/2009 85, 052, 100 12. 403 94. 890625
Z-2 11/29/1984 11/29/2019 3212, 584, 000 10. 252 2.703125
Z-3 11/30/1984 11/30/1994 479, 678, 000 11. 820 31. 458333
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Ch-1 12/ 26/ 1978 12/ 27/ 1988 150, 000, 000 9. 412 94. 671875
GVMC A-75 2/ 25/ 1975 3/ 15/ 2005 98, 100, 000 8. 200 92. 437500
GVC B-75 2/ 25/ 1975 9/ 15/ 2005 63, 400, 000 8. 750 93. 125000
GVMC A-76 2/ 25/ 1976 3/ 15/ 2006 70, 600, 000 8. 550 92. 593750
GVC B-76 8/ 25/ 1976 9/ 15/ 2006 75, 600, 000 8. 375 88. 000000
GVC A-77 1/ 25/ 1977 3/ 15/ 2007 77,600, 000 8. 050 88. 937500
GVC B-77 5/ 25/ 1977 3/ 15/ 2007 94, 000, 000 8.125 85. 875000
GVC G 77 11/ 25/ 1977 9/ 15/ 2007 108, 200, 000 8. 200 83. 468750
GVC A-78 6/1/ 1978 3/ 15/ 2008 186, 000, 000 8. 850 86. 250000
GVC B-78 9/1/1978 9/ 15/ 2008 98, 800, 000 9. 000 87.218000
GVC C-78 12/ 4/ 1978 9/ 15/ 2008 98, 800, 000 9. 400 89. 656250
GVC A-79 2/ 1/ 1979 3/ 15/ 2009 114, 000, 000 9. 875 92. 125000
GVC B-79 6/ 4/ 1979 3/ 15/ 2009 114, 000, 000 10. 250 93. 875000
GVC G- 79 8/ 2/ 1979 9/ 15/ 2009 114, 000, 000 10. 000 91. 937500

! See supra note 4.

2 The mar ket
cal cul ati ons.

prices per $100 on Jan. 1,
Respondent’s cal cul ati ons of the narket

1985,

are based upon petitioner’s

price per $100 on Jan. 1,

1985, are slightly different. Respondent agrees that this difference is not
significant

3 This figure represents the outstanding principal on Dec. 31, 1984. Because
Z-2 did not pay interest periodically, the principal anmbunt at maturity wll equal
$7 billion.

4 This figure represents the outstanding principal on Dec. 31, 1984. Because
Z-3 did not pay interest periodically, the principal ambunt at maturity wll equal

$250 million.

1. Average Wi ghted Lives of the Debt Instrunents

The average weighted life represents the tinme it takes for

t he average dollar of principal borrowed to be repaid to the

| ender. \Wen principal repaynent can vary, or when there is a

chance an option will be exercised to retire the security early,

the average weighted |life is cal culated using certain assunptions

regardi ng principal paynent rate and exercise timng. The

expected remai ni ng average weighted life of each debt instrunent
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as of January 1, 1985, depends on: (1) The remaining termto
maturity; (2) whether the debt was subject to any call or put
options; and (3) whether any principal repaynents woul d be made
pursuant to either a mandatory schedule or terns that provided
for repaynment of principal on the debt based on the rate of
princi pal repaynents received on the nortgages serving as
collateral. On January 1, 1985, the average weighted |ives of

petitioner’s 30 debt instrunents in issue were as follows:

Debt Average weighted life
G 15 5 years, 5 nonths
G 16 6 years, 8 nonths
G 17 12 years, 5 nonths
F-8 11 nont hs
F-11 8 years, 11 nonths
F-12 2 nont hs
F- 13 12 years, 2 nonths
F- 15 5 nont hs
F- 18 1 vyear, 2 nonths
D2 5 years, 3 nonths
Z-2 34 years, 11 nonths
Z-3 9 years, 11 nonths
ND 1 vyear, 8 nonths
Ch-1 4 years, 0 nonths
GMC A 1975 3 years, 4 nonths
GVC B 1975 3 years, 9 nonths
GVC A 1976 3 years, 10 nonths
GMC B 1976 5 years, 6 nonths
GVC A 1977 4 years, 9 nonths
GVC B 1977 6 years, 3 nonths
GMC C 1977 8 years, 2 nonths
GVC A 1978 8 years, 5 nonths
GMC B 1978 7 years, 4 nonths
GMC C 1978 7 years, 4 nonths
GVC A 1979 6 years, 10 nonths
GVC B 1979 6 years, 10 nonths
GMC C 1979 7 years, 4 nonths
CMO A-2 5 years, 11 nonths
CMO A-3 17 years, 7 nonths
CMO C-4 14 years, 6 nonths



[11. Tax Returns

Petitioner clainmed a tax basis for its favorable financing
equal to its clained fair market value at close of business on
Decenber 31, 1984. On its 1985 Federal incone tax return,
petitioner clainmed that as of Decenber 31, 1984, its favorable
financing i ntangi bl e assets had an aggregate anorti zabl e val ue of
$456, 021, 853.° Petitioner now clains that its favorable
financing i ntangi bl e assets had an aggregate anorti zabl e val ue of
$428, 391, 551 on January 1, 1985.1°

OPI NI ON
As part of the legislation that subjected petitioner to

Federal incone taxation, Congress enacted a dual-basis rule for

® On its original Federal income tax returns for the years
at issue, petitioner reported the aggregate adjusted bases of its
favorabl e financing intangi ble assets as foll ows:

Aggr egat e adj usted
basi s of favorable

Year financing i ntangi bl e assets
1985 $456, 021, 853
1986 391, 552, 352
1987 337,931, 651
1988 283, 234, 501
1989 237, 398, 945
1990 196, 718, 525

Petitioner adjusted the bases of the favorable financing
i ntangi bl e assets for tax benefits received and the | ost bases on
retirements.

10 Petitioner reduced the value of its favorable financing
i ntangi bl e assets using the valuation perfornmed by Dr. Stephen M
Schaef er.
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petitioner. DEFRA sec. 177(d)(2), 98 Stat. 711. Specifically,
DEFRA section 177(d)(2)(A) provides:
(2) Adjusted basis of assets. --
(A) I'n general.--Except as otherw se provided in

subpar agraph (B), the adjusted basis of any asset of

t he Federal Hone Loan Mortgage Corporation held on

January 1, 1985, shall--

(1) for purposes of determ ning any |oss, be equal

to the I esser of the adjusted basis of such asset or

the fair market val ue of such asset as of such date,

and

(1i1) for purposes of determ ning any gain, be

equal to the higher of the adjusted basis of such asset

or the fair market value of such asset as of such date.

The “special basis rules [were] designed to ensure that, to the
extent possible, pre-1985 appreciation or decline in the val ue of
* * * [petitioner’s] assets will not be taken into account for
tax purposes.” H Conf. Rept. 98-861, at 1038 (1984), 1984-3
C.B (Vvol. 2) 1, 292.

Section 167(a) allows taxpayers to depreciate property used
in a trade or business, or held for the production of incone, for
exhaustion, wear and tear, and obsol escence. Section 167(Q)
provi des that “The basis on which exhaustion, wear and tear, and
obsol escence are to be allowed in respect to any property shal
be the adjusted basis provided in section 1011 for the purpose of

determining the gain on the sale or other disposition of such

property.” The depreciation of intangible assets is specifically
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addressed in section 1.167(a)-3, Incone Tax Regs., which
provi des:

I f an intangi ble asset is known from experience or
other factors to be of use in the business or in the
production of incone for only a limted period, the
| ength of which can be estimated with reasonabl e
accuracy, such an intangi ble asset may be the subject
of a depreciation allowance. * * * An intangible
asset, the useful life of whichis not limted, is not
subject to the allowance for depreciation. No
al l omance will be permtted nerely because, in the
unsupported opi nion of the taxpayer, the intangible

asset has a limted useful Iife. No deduction for
depreciation is allowable with respect to good will.
* * %

Petitioner’s favorable financing intangible assets arise
from debt obligations in existence on January 1, 1985, that
required petitioner to pay interest to the holders at rates

bel ow- mar ket rates on that date. In Fed. Hone Loan Mbrtgage

Corp. v. Commi ssioner, 121 T.C. at 147, we held that

“petitioner’s adjusted basis for purposes of anorti zing
i ntangi bl e assets under section 167(g) is the higher of regular
adj usted cost basis or fair market value as of January 1, 1985.~"

In Fed. Hone Loan Mortgage Corp. v. Comm ssioner, 121 T.C. at

272, we held that “The right to use the proceeds of financing
arrangenments wth bel ow-market interest rates constitutes an
econom c benefit” and that “The benefit of petitioner’ s bel ow
mar ket financing can, as a matter of law, constitute an

i ntangi bl e asset which can be anortized if petitioner establishes

a fair market value and a limted useful life as of January 1,
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1985.” In this opinion, we decide the fair market val ues and
useful lives of petitioner’s favorable financing assets.

Both parties rely heavily on expert opinions and testinony
to support their respective positions concerning the val ues and
useful lives of the favorable financing intangible assets. “[We
* * * consider expert opinion testinony to the extent that it

assists us in resolving the issues presented’”. 1T&S of |owa,

Inc. v. Conmm ssioner, 97 T.C 496, 508 (1991). W may exercise

our broad discretion to accept or reject an expert’s opinion in

its entirety. Neonatology Associates, P.A. v. Conmm ssioner, 115

T.C. 43, 86 (2000), affd. 299 F.3d 221 (3d G r. 2002).
Alternatively, we may selectively rely on those portions of an
expert’s opinion that we find nost helpful to our decision. |T&S

of lowa, Inc. v. Commi ssioner, supra at 508; Parker v.

Comm ssioner, 86 T.C. 547, 561 (1986). “[A]ln objective reason

for * * * [rejecting an expert’s testinony] is that another

expert’s opinion is nore persuasive.” Parker v. Conm ssioner,

supra at 562. “We are not bound * * * by the opinion of any
expert w tness where such opinion is contrary to our judgnent.”

| T&S of lowa, Inc. v. Conmi ssioner, supra at 508.
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The Val ues of Petitioner’s Favorabl e Financing
| nt angi bl e Assets

A. Petitioner’'s Valuation of Its Favorabl e Fi nanci ng
| ntangi bl e Assets as of January 1, 1985

The fair market value of property is a question of fact.

Bank One Corp. v. Comm ssioner, 120 T.C. 174, 306 (2003); Estate

of Jung v. Conmi ssioner, 101 T.C. 412, 423-424 (1993); Estate of

Newhouse v. Comm ssioner, 94 T.C 193, 217 (1990). Fair market

value is defined as “‘the price at which the property woul d
change hands between a willing buyer and willing seller, neither
bei ng under any conpul sion to buy or sell and both having

reasonabl e know edge of the relevant facts.”” United States v.

Cartwight, 411 U S. 546, 551 (1973) (quoting section 20.2031-

1(b), Estate Tax Regs.); Bank One Corp. v. Conm Ssioner, supra at

209; Estate of Newhouse v. Commi Ssioner, supra at 217; see al so

sec. 20.2031-1(b), Estate Tax Regs.; sec. 25.2512-1, Gft Tax
Regs. This is an objective standard that uses a hypotheti cal

willing buyer and seller. Estate of Kahn v. Conm ssioner, 125

T.C. 227, 231 (2005). This Court considers all relevant evidence
in the record when deciding the value of property. Bank One

Corp. v. Commi ssioner, supra at 306; Estate of Jung V.

Conmi ssi oner, supra at 431-432. As valuation is not an exact

science, the taxpayer is not required to establish the precise

val ue of the asset. See Estate of Jung v. Conm ssioner, supra at

423-424; Snyder v. Comm ssioner, 93 T.C 529, 545 (1989).
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Furthernore, “A taxpayer is not required to use the nost

theoretically correct nmethod * * * to establish the anmount of

depreciation to which he is entitled; rather, his nethod nust be

reasonable.” |1T&S of lowa, Inc. v. Conm ssioner, supra at 522

(citing Gtizens & S. Corp. & Subs. v. Comm ssioner, 91 T.C 463,

514 (1988), affd. w thout published opinion 900 F.2d 266 (1l1lth

Gir. 1990)).

Petitioner argues that the benefit of bel ow market interest

shoul d be neasured by the present values of the difference

between the contract interest rates on its debt instruments and

mar ket interest rates over the terns of the | oans. Petiti oner

cal cul ated that the January 1, 1985, fair market value of each

favorabl e financing intangi ble asset was as foll ows:

Debt Fair Market Val ue
G 15 $8, 865, 451
G 16 14, 986, 068
G 17 44, 427, 083
F-8 325, 000
F-11 92, 000, 000
F-12 187, 500
F-13 72,937, 500
F- 15 218, 750
F-18 125, 000
D2 5,812, 500
Z-2 24, 389, 887
Z-3 1, 448, 674
ND 458, 071
Ch-1 7,992, 188
GMC A 1975 7,418, 813
GMC B 1975 4,358, 750
GMC A 1976 5, 228, 813
GMC B 1976 8, 342, 336
GVC A 1977 8, 146, 021
GVC B 1977 12, 825, 330



GVC C 1977 17, 407, 946
GVC A 1978 24,814, 023
GVC B 1978 12, 413, 781
GVC C 1978 9,776, 662
GVC A 1979 8,521,734
GVC B 1979 6, 626, 888
GVC C 1979 8, 946, 893
CMO A-2 6, 254, 753
CMO A-3 12,511, 453
CMO C-4 623, 683

Tot al 428, 391, 551

Petitioner relies on the expert opinion and testinony of Dr.
Stephen M Schaefer to determne the value of its favorable
financing. Professor Schaefer received his doctor of philosophy
at the University of London, Faculty of Economcs. He currently
serves as a professor of finance at London Busi ness School and
has been a visiting professor at seven universities around the
worl d. Professor Schaefer has also served on the editorial
boards of nunmerous publications, published two books, and
publ i shed over 30 articles and notes relating to finance and
econom Ccs.

Prof essor Schaefer explained that the benefit of favorable
financing is based on the difference between the interest
paynments on an existing debt obligation and the interest paynents
made at the prevailing market rate. The value of the favorable
financing benefit equals the present value of this difference.
When debt obligations are exchanged in a free market, the price
paid for the debt instrunments equals the fair nmarket val ue of the

future cashflows. The nmarket price reflects uncertainties; for
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exanpl e, when a bond is prepayable, the nmarket price incorporates
the likelihood that the bond will be prepaid. A conparison of
the adjusted issue prices of petitioner’s debt instrunents and
the market prices indicates that petitioner’s instrunents were
traded at a discount as of January 1, 1985. The difference
bet ween the adjusted issue price and the market price is the
mar ket di scount. The discount reflects the present val ue
difference between petitioner’s contractual interest rate for
each debt instrument and the market rate for conparabl e debt on
January 1, 1985. From petitioner’s perspective, the anount of
the discount is the present value of the additional interest cost
that the debtor would have to incur to borrow the anmount of the
exi sting debt at market rates.

Prof essor Schaefer calculated the fair market value of the
favorabl e financing i nherent in each of the 30 debt instrunents
as of January 1, 1985, as the difference between the adjusted
i ssue price per $100 of principal and the January 1, 1985, narket
price per $100 of principal, nultiplied by the unpaid principal
bal ance divi ded by $100.!! Professor Schaefer’s report provided
the January 1, 1985, market price, adjusted issue price, and

unpai d principal balance for the 30 debt instrunents as foll ows:

1 FW = (adjusted issue price per $100 - nmarket price per
$100) x (unpaid principal balance / $100).
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Debt Adj ust ed Jan. 1, 1985 Unpai d
i nst runment issue price! nmarket price? principal bal ance
G 15 100. 0000 87. 335069 70, 000, 000
G 16 100. 0000 81. 835069 82, 500, 000
G 17 100. 0000 70. 381944 150, 000, 000
F-8 100. 0000 99. 187500 40, 000, 000
F-11 100. 0000 77. 000000 400, 000, 000
F-12 100. 0000 99. 906250 200, 000, 000
F-13 100. 0000 75. 687500 300, 000, 000
F-15 100. 0000 99. 890625 200, 000, 000
F-18 100. 0000 99. 937500 200, 000, 000
D2 100. 0000 98. 062500 300, 000, 000
Z-2 3.0516 2.703125 7, 000, 000, 000
Z-3 32.0378 31. 458333 250, 000, 000
ND 100. 0000 95. 968750 11, 363, 000
Ch 1 100. 0000 94. 671875 150, 000, 000
GMC A 1975 100. 0000 92. 437500 98, 100, 000
GVC B 1975 100. 0000 93. 125000 63, 400, 000
GVC A 1976 100. 0000 92. 593750 70, 600, 000
GVC B 1976 99. 0348 88. 000000 75, 600, 000
GMC A 1977 99. 4349 88. 937500 77,600, 000
GMC B 1977 99. 5190 85. 875000 94, 000, 000
GMC C 1977 99. 5574 83. 468750 108, 200, 000
GVC A 1978 99. 5909 86. 250000 186, 000, 000
GMC B 1978 99. 7826 87. 218000 98, 800, 000
GVC C 1978 99. 5517 89. 656250 98, 800, 000
GVC A 1979 99. 6002 92. 125000 114, 000, 000
GVC B 1979 99. 6881 93. 875000 114, 000, 000

GvC C 1979 99. 7857 91. 937500 114, 000, 000
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CMO A-2 99. 4511 97. 664063 350, 000, 000
CMO A-3 99. 2668 96. 390625 435, 000, 000
CMO C-4 95. 6239 94. 890625 85, 052, 100

! The adjusted issue price is the unpaid principal bal ance
m nus the fraction of any unanortized original issue discount
remai ning as of the valuation date. For a debt instrunent issued
at a price that equaled its face value and for which there had
been no redenption before Dec. 31, 1984, the adjusted issue price
equals the initial face anobunt. The adjusted issue price |listed
above is the adjusted issue price per $100 of unpaid principal
bal ance.

2 The Jan. 1, 1985, market price equals the mddle price--
this is the average of the bid and asked prices. Wth the
exception of G 15 and G 16, Professor Schaefer used the average
of the bid prices obtained by Arthur Andersen and petitioner from
the Sal onon Brothers, First Boston, Merrill Lynch, and Shearson
Lehman i nvestment banks as the bid price. See appendix. The bid
prices for G15 and G 16 equal ed the average of the avail able
prices.

We find that petitioner’s nethod of valuing its favorable
financing intangi bl e assets provides a reasonable estinmte of

fair market value. The Suprenme Court in D ckman v. Conm SSioner,

465 U.S. 330, 337-338 (1984), indicated that the value of the
right to use borrowed noney is readily nmeasurable by reference to
current interest rates. See also Rev. Proc. 85-46, sec. 3.01,
1985-2 C.B. 507 (stating that the value of a gift bel ow market
loan is “the difference between the rate at which the noney is

| oaned and the prevailing market rate.”). Simlarly, we believe
that the favorable financing aspect of petitioner’s debt
instrunments may be val ued by conparing petitioner’s effective

contract interest rates to the prevailing market rates for those
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instrunments as of January 1, 1985. The narket price of each of
petitioner’s existing debt instruments provides an accurate

i ndication of the price at which investors woul d exchange the
debt instruments. That price reflects the rel ationship between
the contract rate of interest on the debt and the market rate of
interest as of January 1, 1985. The nmarket approach used by
petitioner captures the values of the debt instrunents using the
prices at which willing buyers and sellers actually exchanged
these instrunents as of the valuation date. W find that the sum
of the market discounts for petitioner’s debt instrunents

provi des a reasonable estimate of the present val ue of the
interest costs petitioner saved by payi ng bel ow market interest
rates on its outstanding debt instrunents on January 1, 1985.

B. Respondent’s Position That Favorabl e Fi nanci ng Has No
Val ue

Respondent primarily argues that petitioner failed to show
that the favorabl e financing intangibles had any val ue because:
(1) Petitioner did not show it expected to receive a stream of
incone fromthe favorabl e financing intangi ble assets; (2)
petitioner did not prove that it could realize the value of the
favorabl e financing; (3) the favorable financing is a contra-
l[tability, not an asset; and (4) petitioner could realize the
val ue of favorable financing only by buying back its debt
instrunments in the market, which would be inpractical because it

woul d have to pay tax on the discharge of indebtedness.
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The main thrust of respondent’s argunents is that
petitioner’s favorable financing is not an asset. W addressed

this contention in Fed. Hone Loan Mdirtgage Corp. v. Conni Ssioner,

121 T.C. 254 (2003). In that Opinion, we concluded: (1) That
the right to use noney at bel ownmarket rates is a val uable
econom c benefit in terns of the cost savings that can be

achi eved in incone-producing activities; (2) that favorable
financing is a benefit for which a third party would pay a
premumif the favorable financing were included as part of a
purchase transaction; (3) that petitioner’s favorable financing
arrangenents on January 1, 1985, represented sonething of val ue;
and (4) that the differential between the market rate of interest
and petitioner’s contract rate of interest serves as a neasure of
the econom c value of that right on January 1, 1985. 1d. at 260-
261. Nevertheless, we will briefly discuss respondent’s
argunents that petitioner’s favorable financing had no val ue.

1. Expectati on of | ncone

Respondent argues that the favorable financing intangible
assets do not have any val ue because petitioner did not receive
any additional incone or earnings fromthese assets. Respondent
relies on the expert opinion and testinony of Dr. Scott D

Hakal a. > Dr. Hakal a expl ai ned that “Intangi bl e assets are

12 Dr. Scott D. Hakal a received his doctor of philosophy,
econom cs at the University of Mnnesota. Dr. Hakala is
(continued. . .)
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defined as all elenments of a business enterprise that exist in
addition to nonetary and tangi bl e assets. Their existence is
dependent on the presence, or expectation of earnings.” (Fn. ref.
omtted.)

First, it seens clear that petitioner’s favorable financing
had a positive effect on its net incone. To the extent that
petitioner’s financing costs were |lower than they woul d have been
had petitioner financed its operations wth the nmarket rates
prevailing on January 1, 1985, its net inconme was enhanced.
Second, respondent does not support with legal authority his
contention that the value of the favorable financing intangible
nmust be based on incone. |Indeed, courts have determ ned the
value of simlar intangible assets using cost savings nethods.

| T&S of lowa, Inc. v. Conmi ssioner, 97 T.C. at 514-515; G tizens

& S. Corp. & Subs. v. Commi ssioner, 91 T.C. at 498.

We have already held that petitioner’s favorable financing
constituted an econom c benefit that can be an anorti zabl e
i ntangi ble asset if petitioner establishes a fair market val ue

and limted useful life as of January 1, 1985. Fed. Hone Loan

12, .. continued)
currently a director and principal in CBlIZ Valuation Goup, LLC
Hi s expertise includes: Corporate finance, restructuring and
cost of capital; valuation of securities and business interests;
val uation of intangi ble assets; analysis of publicly traded
securities; economc |oss anal yses; wage and conpensati on
determ nation; transfer pricing;, and derivative securities. He
has testified as an expert in over 60 cases in US. District
Courts, this Court, and various State courts.
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Mortgage Corp. v. Conmi ssioner, 121 T.C. at 272. W also

concl uded that the core deposit cases, which use cost savings to
measur e val ue, “support petitioner’s position that favorable
financing is an intangi ble asset subject to anortization.” 1d.
at 264. Rather than addressing the valuation issue presently
before the Court, respondent’s argunment seens to chal |l enge our
prior hol di ngs.

2. Real i zati on of Val ue

Respondent argues that the favorable financing intangible
assets do not have a fair market value and that any value is
hypot heti cal because petitioner could not transfer favorable
financing to a willing buyer. W mght agree that petitioner’s
favorabl e financing could not be transferred by itself. However,
we have previously rejected respondent’s argunment that favorable
financing could not be val ued because it could not be transferred
except as part of a larger acquisition. Cbviously, intangibles

such as core deposits or deposit base!® m ght have econonic

13 The term “deposit base” represents the present val ue of
the future streamof inconme to be derived fromenploying the core
deposits of a bank. See Fed. Hone Loan Mortgage Corp. V.

Comm ssioner, 121 T.C. at 262. “Core deposits are a relatively
| ow- cost source of funds, reasonably stable over tinme, and
relatively insensitive to interest rate changes.” Citizens & S.

Corp. & Subs. v. Conmmi ssioner, 91 T.C 463, 465 (1988). In First
Chi. Corp. v. Comm ssioner, T.C Meno. 1994-300, we defined core
deposits as foll ows:

Core deposits can be an essential part of a
commer ci al bank when they represent a | ow cost and
(continued. . .)
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significance only in a |larger context, but that does not prevent

giving them a separate value. See Fed. Hone Loan Mbrtgage Corp.

v. Conm ssioner, 121 T.C. at 266-267, where we st ated:

We al so cannot distinguish the cases involving
deposit base for the reason that those cases involved
an acquisition of deposit base in conjunction with a
| arger acquisition of assets of a conpany. W m ght
agree that, as a practical matter, a debtor’s position
with respect to its favorable financing would not be
transferred, except as a part of a larger acquisition
of a conpany or property. However, this is not, in our
view, determ native of the question of whether there
exi sts an anortizable asset of value. * * *

3. Contra-Liability Theory

Respondent argues that petitioner’s favorable financing is a
contra-liability, not an asset. Respondent’s expert Dr. Hakal a
expl ained that a contra-liability is a liability on the bal ance
sheet that is msstated in sone econom c sense because the
l[iability is worth less than face value and the liability has
been marked to market. Dr. Hakala further explained that

transferring the liability to the asset side of the bal ance sheet

13(...continued)

stabl e source of funds. Banks typically invest the
funds in |loans or other incomne-producing assets, and
receive fees for services rendered to the depositors.
The excess of the incone generated fromthe core
deposits over the associ ated expenses contributes to
the profitability of the bank. Core deposits are a
separate and distinct intangible asset wth an inherent
val ue because they provide an i nexpensive neans to
generate income. Therefore, when one bank considers
acqui ring anot her bank, core deposits can represent an
attractive intangi ble asset and a reason for acquiring
a bank. [Fn. ref. omtted.]
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creates an unrealizable asset. As a result, respondent argues
that the favorabl e financing intangi ble assets cannot be val ued
separately, w thout |ooking at the value of the underlying
nortgages. According to respondent, petitioner’s valuation

met hod results in overvaluation, double counting of assets, and
accounting irregularities because petitioner marks its
liabilities to market w thout meking the correspondi ng downwar d
adjustnent to its assets.

a. Favor abl e Financing Is an Asset

Respondent’s contra-liability argunment revisits the question
of whether favorable financing can be an anortizable asset. W
have already rejected respondent’s argunent that favorable

financing is a liability. See Fed. Hone Loan Moirtgage Corp. V.

Conmi ssioner, 121 T.C at 269, where we stated:

Respondent argues that petitioner’s favorable
financing represents a “liability”, not an “asset”.
Respondent clains that petitioner is “attenpting to
adj ust, for tax purposes, the asset side of its bal ance
sheet to account for an overstatenent in fair narket

value terns of its liabilities.” W cannot agree with
respondent’s proposed characterization of petitioner’s
favorable financing as a liability. Indeed, as

petitioner points out, there is a valuable economc
benefit associated with the bel owmarket interest rates
on its financing arrangenents as of January 1, 1985.

It is this econom c benefit which petitioner clains as
an intangi bl e asset and upon which it bases its clai ned
anortization deductions.
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b. Favor abl e Fi nanci ng Can Be Assi gned a
Separ ate Val ue

As previously indicated, the fact that favorabl e financing
could not be transferred apart froma transfer of other assets
and |iabilities does not prevent assigning it a separate val ue.
At trial, petitioner’s counsel devel oped the foll ow ng
hypot heti cal situation while exam ning respondent’s expert, Dr.

Her bert Kauf man: 4

i * * * The houses are both worth $300, 000.
They are identical. They are next door to each other.
They both have a “for sale” sign in front of them The
first house just says, “For sale, House, No Assunabl e
Debt.” The second house has “House for Sale Plus 1
Percent Mortgage Assunable as Part of the Purchase.”

* * * * * * *

Q Do you believe the second seller is going to
receive nore noney at closing than the first seller?

A Assuming that market interest rates are--
Q They're five
A Sure.

Q So the second seller would receive nore
nmoney. Right?

A | would think so.

14 Dr. Herbert M Kaufman received his Ph.D. in econom cs
fromthe Pennsylvania State University. He is a professor of
finance at Arizona State University, WP. Carey School of
Business. Dr. Kaufman’s fields of specialization are:

I nvest nents; financial markets and institutions; nonetary
econom cs; and applied econonetrics. He provided a valuation

anal ysis of petitioner’s asserted favorable financing intangible
assets.



Q Wiy is that?

A Because the assumabl e nortgage is in place.

Q Does it have val ue?

A The assunabl e nortgage?

Q Yes

A Yeah. The val ue of the assunabl e nnrtgage
with regard to the house, which is the asset,

* * * * * * *
A --has val ue.

Further, Dr. Kaufnman was asked and answered as foll ows:

* * * Back to ny other hypothetical about
t he tmo homes next door to each other, let’s assune you
can’t deci de which house to buy, the $300,000 one with
no assunabl e nortgage or the $300, 000 house with the 1
percent nortgage. Market rates are five.

* * * * * * *

Q Do you think it's possible to cal cul ate how
much nore you would pay for that house with the
assunmabl e 1 percent nortgage? |Is that possible to do?

A | think it’s probably possible.

Q But a buyer certainly would have the tools to
determ ne how nuch nore to pay for the bel ow mar ket

financing. Is that right?
A Not for the bel ownarket financing; for the
house with the bel ow market.
* * * * * * *
A Agai n, you keep wanting to separate. | can't
separate that because you're not going to buy a

liability.

Q Let’s say the buyer hired an appraisa
conpany and had in the buyer’s hand an apprai sal saying
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t he house is worth $300,000. Right? How would the
buyer deci de how much nore to pay for the house with
the 1 percent nortgage? It would determ ne the val ue
of the bel ow nmarket nortgage and add that to the price.
Isn’t that fair?

A That’ s true, yeah

Li ke the purchaser and seller of the houses in the
hypot heti cal situation, we think that petitioner can ascertain
the value of the favorable financing. As we have nentioned,
financial markets determ ned the current price of petitioner’s
debt obligations on the valuation date; a conparison of the
contract price and the prevailing nmarket price provides a
reasonabl e neasure of the value of the favorable financing
associated wth the debt instrument. Therefore, we disagree with
respondent that a separate value cannot be assigned to
petitioner’s favorable financing.

C. Doubl e Counti ng the Val ue

Respondent al so argues that petitioner’s method of val uing
its favorable financing overval ues and double counts petitioner’s
assets because petitioner’s “real assets”--the nortgages--have
| ost val ue when conpared to prevailing nmarket rates.

We think that respondent’s concerns of double counting are
m sgui ded. Wen petitioner was chartered, it was exenpt from
Federal, State, and |ocal taxation, except for real estate tax
i nposed by any State or local taxing authority. Congress enacted

special legislation that subjected petitioner to Federal incone
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taxation. In that special |egislation, Congress created a dual -
basis rule for petitioner’s assets “to ensure that, to the extent
possi bl e, pre-1985 appreciation or decline in value of * * *
[petitioner’s] assets will not be taken into account for tax
purposes.” H Conf. Rept. 98-861, supra at 1038, 1984-3 C. B
(Vol. 2) at 292. Just as this legislation applies to
petitioner’s favorable financing intangi ble assets, DEFRA section
177(d) (2) governs the adjusted bases of petitioner’s so-called
real assets. For the purposes of determning a | oss, DEFRA
section 177(d)(2)(A) provides that “the adjusted basis of any
asset of * * * [petitioner] held on January 1, 1985, * * * pe
equal to the | esser of the adjusted basis of such asset or the
fair market val ue of such asset” as of January 1, 1985. Congress
created the special dual-basis rule specifically for petitioner
when it becane a taxable entity to ensure that pre-1985
appreciation or decline in value woul d not be taken into account
for tax purposes. H Conf. Rept. 98-861, supra at 1038, 1984-3
C.B. (Vol. 2) at 292. The adjusted basis rules of DEFRA section
177(d)(2)(A), which requires petitioner to calculate a | oss using
an adjusted basis equal to the | esser of fair market val ue or

adj usted basis, address the kind of double counting that appears

to concern respondent.
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4. Petitioner’'s Purchase of Its Debt Obligations
Wuld Result in Discharge of | ndebtedness | ncone

Respondent appears to argue that the only way petitioner
could realize the value of favorable financing would be to buy
back its debt instruments at their discounted market prices.
Respondent clains that this is inpractical because petitioner
woul d incur tax on the resulting discharge of indebtedness
i ncone.

When a taxpayer repays a debt at a discount, the taxpayer
normal Iy realizes income fromthe discharge of indebtedness. See

sec. 61(a)(12); United States v. Kirby Lunber Co., 284 U S 1, 3

(1931). Section 1.61-12(a), Inconme Tax Regs., provides that “The
di scharge of indebtedness, in whole or in part, may result in the
realization of incone. * * * A taxpayer may realize incone by

t he paynent or purchase of his obligations at | ess than their
face value.” Wen a taxpayer receives borrowed funds, those
funds are excluded fromincone because the taxpayer has an

obligation to repay the funds. United States v. Centennial Sav.

Bank FSB, 499 U. S. 573, 582 (1991). The rationale for including
di scharge of indebtedness in a taxpayer’s incone is that the

t axpayer “realizes an accession to inconme due to the freeing of
assets previously offset by the liability.” Jelle v.

Comm ssioner, 116 T.C. 63, 67 (2001) (citing United States v.

Kirby Lunber Co., supra at 3).
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| f petitioner entered the market and purchased its debt
obligations for less than the amount that it had borrowed,
petitioner would normally realize incone equal to the difference
bet ween the anount it borrowed and the anount it paid to purchase
its debt instrunments. W think that respondent’s argunent that
petitioner could have received discharge of indebtedness incone
by repurchasing its debt at a discount supports our conclusion
that petitioner’s favorable financing had val ue.

C. Respondent’s Argunent That the Value of Petitioner’s

Favorable Financing Is Limted to the Val ue of
Petitioner’s I ncone Spread

Assum ng, w thout conceding, that favorable financing is a
val uabl e asset, respondent argues that the price an acquirer
woul d pay to purchase petitioner’s rights and obligations with
respect to its CM>»s or GMCs woul d not exceed the present val ue of
petitioner’s spread income associated with those instrunments. As
of January 1, 1985, respondent asserts that the present val ue of
the spread related to petitioner’s GCs and CMX>s equal ed
approximately $11.4 mllion and $7.2 mllion, respectively.

Dr. Hakal a concluded that favorable financing is not an
i ntangi bl e asset; however, Dr. Hakala found that petitioner’s
i ncone spread has val ue because its assets and liabilities are

cl osely matched. ! According to Dr. Hakal a, when previously

15 Dr. Hakal a indicates that the CMOs and G\Cs are exactly
mat ched.
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i ssued debt is matched to i nconme-earning assets, the issued debt
does not have any intangible value by itself. 1In his report, Dr.
Hakal a expl ained that “what is of value to a potential buyer is
the potential income stream between nortgages and obligations to
hol ders of the securities.”

To determ ne the value of the incone spread fromthe GVCs,
Dr. Hakal a used the net managenent and guarant ee inconel®
petitioner reported for the 6 nonths that ended June 30, 1985,
and conpared that to the average principal bal ance outstandi ng
over that sanme 6-nonth period. He concluded that the managenent
and guarantee incone totaled $3.5 mllion. Dr. Hakala assuned
general and adm nistrative costs of 9 basis points annually and
reduced the total value to incorporate the effect of taxes; these
adj ustmrents reduced the net nmanagenent and guarantee incone to
$1.6 million. *“Taking into account the actual runoff of each GVC
and di scounting to present value the future net spread incone at
the wei ghted average cost of capital results in a val ue of
approximately $11.4 mllion for the spread associated with all of
the GMCs.” Dr. Hakal a used the sane analysis to find that the
present value of the CM3s’ future net spread incone at the

wei ght ed average cost of capital equaled $7.2 mllion.

16 Managenent and guarantee incone is the excess
i ncone/ expense during a nonth fromeach GVC trust, including the
excess of the effective interest inconme on nortgages backing the
GMCs over the anount payable to GMC i nvestors and short-term
i nvest nent s.
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We disagree with respondent that the value of petitioner’s
favorabl e financing intangible assets is |imted to the val ue of
the incone spread. Dr. Hakala s inconme spread analysis is
prem sed on his conclusion that favorable financing cannot be an

i ntangi bl e asset. However, in Fed. Hone Loan Mrtgage Corp. V.

Commi ssioner, 121 T.C at 272, we held that favorable financing
was an econom c benefit and that “the benefit of * * * bel ow
mar ket financing can, as a matter of law, constitute an

i ntangi bl e asset”.

Prof essor Schaefer explained that the incone spread is a
measure of petitioner’s equity value, and that equity is
different fromthe value of petitioner’s assets, including the
favorabl e financing intangi ble assets. Equity is generally
descri bed as the excess of the value of assets (tangi ble and
intangi ble) over liabilities. The value of petitioner’s
favorabl e financing assets is the present value of the cost
savi ngs between the effective contract interest rate on
petitioner’s debt obligations and the prevailing market interest
rates on equi val ent debt obligations at the valuation date. To
illustrate the differences between the value of an intangible

asset and equity val ue, Professor Schaefer gave the follow ng

exanpl es:
To illustrate this further, suppose a conpany has a
I ong | ease on office space at $5 per square foot when
the market price for simlar space is, say, $70. It is

clear that this |ease is valuable to the conpany; if it
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did not own the | ease at $5 per square foot it would
have to rent nore expensive space and, as a result,
both the earnings and the val ue of the conpany woul d be
lower. O course the price an acquirer wuld pay is

t he value of the earnings streamfromthe whol e
conpany, i.e., its revenues less its total costs,
including the costs of space. However, it is clear

t hat paying $5 rather than $70 per square foot for
space increases the earnings of the conpany and
therefore has value to an acquirer.

Simlarly, suppose two conpanies, A and B, have
identical assets and identical anmounts of debt but pay
different rates of interest on their debt. Conpany A's
liabilities pay the Prevailing Market Interest Rate
while conpany B's liabilities pay a bel ow market
interest rate. In this case, conpany B's earnings wll
be hi gher than conpany A's and an acquirer would
clearly pay nore for conpany B than for conpany A. The
difference in the earnings of the two conpanies is the
di fference between interest paynents at the Prevailing
Mar ket Interest Rate (the rate on conpany A's
liabilities) and the | ower rate on conpany B s
liabilities. Thus, the difference between the earnings
of the two conpanies is equal to conpany B s Favourabl e
Fi nanci ng benefits and the higher anount that an
acquirer would pay for conpany B over conpany Ais the
val ue of conpany B s Favourabl e Fi nanci ng Assets.

To further rebut respondent’s claimthat favorable financing
cannot exceed the value of equity, Professor Schaefer explained:
This claimis clearly flawed since all that is required

for the value of the Favourable Financing Assets to

exceed the value of equity is for the present val ue of
the Asset Spread to Market!! to be negative. * * *

17 Prof essor Schaefer describes Asset Spread to Market as
fol |l ows:

the difference between the rate the firmactually earns
on its assets and the rate it would earn if it had to
invest in the market (at the Prevailing Market Interest
Rate), neasures the benefit to the firmof the specific
assets it holds. | refer to this rate as the Asset
Spread to Market. |If positive, this difference

(conti nued. ..
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the value of Freddie Mac’'s equity is always equal to
the present value of its Asset Spread to Market plus
the value of its Favourabl e Financing Assets. Thus, if
the present value of the Asset Spread to Market is
negati ve, the value of the Favourabl e Financing Assets
w |l exceed the value of equity. * * *

In order to illustrate this point, Professor Schaefer used the
fol |l ow ng exanpl e:

A nore concrete exanple is provided by the S& crisis,
whi ch featured negative Asset Spreads to Market, and

t heref ore Favourabl e Financing Assets with a higher
value than equity. 1In the early 1980s, when interest
rates rose sharply, the condition of nmany S&Ls
deteriorated as the value of their fixed-rate nortgage
assets fell. Suppose that, in Septenber 1981 when
nortgage rates were above 15% an S&L held fixed-rate
nort gages paying a rate of 6% and therefore selling at
around 40% of their face amount. Suppose further that
this S&L was fortunate in the sense that it was
entirely financed with core deposits * * * that paid 2%
and therefore, despite earning 6% on its assets when
mar ket rates were 15% it nonethel ess earned a positive
spread of 4% (equal to the rate on its assets of 6%
less 2% paid on its liabilities).

To the extent that the core deposits remain in place,
this S& is solvent. However, its positive net worth
does not conme fromits assets--these have fallen in

val ue by 60%-but fromits liabilities. The tota
spread of 4%is nade up of a substantial and negative
Asset Spread to Market of--9% (a 6% asset return less a
15% mar ket rate) and a | arge and positive Favourable

Fi nanci ng benefit of 13% (the 15% nmarket rate | ess the
2% paid on deposits). The value of the Favourable

Fi nanci ng Assets for this S& (the present val ue of the
13% spread) would clearly exceed the value of its
equity (the present value of the 4% spread).

(... continued)

represents the “favourabl eness” of the firn s assets,
just as the difference between the market and act ual
financing rates represents the “favourabl eness” of the
firms liabilities. * * *
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We nust decide the value of petitioner’s favorable financing
i ntangi bl e assets. Because inconme spread neasures equity and not
t he val ue of individual assets, we find that the val ue of
petitioner’s favorable financing intangi ble assets is not limted
to the incone spread.

D. Respondent’s Argunent That Taxes Reduce the Val ue of
Favor abl e Fi nanci ng

Assumi ng that petitioner’s favorable financing intangible
assets do have val ue, respondent argues that petitioner’s
cal cul ati ons over-val ued these assets because its nethod failed
to incorporate the effect of taxes. In his rebuttal report, Dr.
Hakal a expl ai ned that “the reduction in the value of the
liability would be partially offset by a deferred tax liability.”
Dr. Hakal a cal cul ated val ue by reduci ng the value of the
i ntangi bl e assets for inconme taxes and increasing the val ue by
the tax shield.® After incorporating the tax effect, Dr. Hakal a
prepared a sunmary anal ysis of the favorable financing intangible

assets using Professor Schaefer’s market prices as foll ows:

Debt Corrected Val ue
G 15 $6, 977, 205
G 16 11, 448, 352
G 17 30, 735, 708
F-8 296, 491
F-11 67,179, 640

8 The reduction of value for incone taxes reflects the
present val ue of cashflows on an after-tax basis. The tax shield
is the anortized tax benefit associated with creating an
i nt angi bl e asset.
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its market-based val uati on approach

integrates the effect of taxes into the value of an asset. In

ot her wor ds,

petitioner argues that the market prices of its debt

instrunments already reflect the tax considerations of buyers and

sel |l ers.

In his rebuttal report, Dr. Hakala quoted the foll ow ng

excerpt from “Assets Acquired in a Business Conbination to be

Used in Research and Devel opnment Activities:

Sof t war e,

A Focus on

El ectroni ¢ Devi ces, and Pharnaceutical | ndustries”

(2001) by the AICPA s | PR&D Task For ce:

“The task force believes

that the valuation of an intangi ble asset would include (a) the
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expected tax paynents resulting fromthe cashflows attri butable
to the intangi ble asset and (b) the tax benefits resulting from
the anortization of that intangi ble asset for incone tax
purposes.” At trial, Dr. Hakala was asked to read the two
sentences that immediately followed the sentence he quoted in his
rebuttal report: “‘lIncluding the tax affects [sic] in the
valuation is conmmon in the inconme and cost approaches. It is not
typical in the market approach because any tax benefits would
al ready be factored into the quoted market price through the
negoti ati on of market participants during the bid and ask
process.’”

Petitioner’'s expert, M. Howard A. Scribner,?!® testified
that taxes can affect the value of intangible assets but that the
mar ket approach incorporates taxes into the val uation.
Specifically, M. Scribner was asked and answered as foll ows:

Q Are taxes relevant or irrelevant in a market-
based val uation of an intangible asset?

A A mar ket - based i ntangi bl e asset reflects the
interactions of buyers and sellers. Al factors,
including taxes, are reflected in those prices.
We agree with petitioner that the market approach of val uing
an asset incorporates the effect of taxes. Respondent’s expert

relied on a source that states that the effect of taxes typically

is not included in the market approach because the quoted narket

19 See infra pp. 48-49.
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price already reflects taxes. WM. Scribner confirmed that the
mar ket price incorporates the effect of taxes. W find that
petitioner properly valued its favorable financing intangible
assets using the market-based nethod and that no further
adj ustnent is necessary to account for the tax effect.

We agree that petitioner has proven that its favorable
financing intangi bl e assets have val ues that were reasonably
estimated. We hold that the values of petitioner’s favorable

financing intangi ble assets are as foll ows:

Debt Fair market val ue
G 15 $8, 865, 451
G 16 14, 986, 068
G 17 44, 427, 083
F-8 325, 000
F-11 92, 000, 000
F-12 187, 500
F-13 72,937, 500
F- 15 218, 750
F-18 125, 000
D2 5,812, 500
Z-2 24, 389, 887
Z-3 1, 448, 674
ND 458, 071
Ch-1 7,992, 188
GMC A 1975 7,418, 813
GMC B 1975 4,358, 750
GMC A 1976 5, 228, 813
GMC B 1976 8, 342, 336
GMC A 1977 8, 146, 021
GVC B 1977 12, 825, 330
GMC C 1977 17, 407, 946
GMC A 1978 24,814, 023
GMC B 1978 12, 413, 781
GMC C 1978 9,776, 662
GMC A 1979 8,521, 734
GMC B 1979 6, 626, 888
GMC C 1979 8, 946, 893
CMO A-2 6, 254, 753



CMO A-3 12,511, 453
CMO C-4 623, 683
Tot al 428, 391, 551

1. Favor abl e Fi nanci ng I ntangi ble Assets Have a Reasonably
Esti mabl e Useful Life As of January 1, 1985

To anortize favorable financing, a taxpayer nust show t hat
the intangi bl e assets have limted useful lives, the duration of
whi ch may be ascertained wth reasonabl e accuracy. Section
1.167(a)-3, Incone Tax Regs., provides:

§ 1.167(a)-3. Intangibles.

| f an intangi ble asset is known from experience or
other factors to be of use in the business or in the
production of incone for only a limted period, the

| ength of which can be estimated with reasonabl e

accuracy, such an intangi ble asset may be the subject

of depreciation allowance. Exanples are patents and

copyrights. An intangible asset, the useful life of

which is not limted is not subject to the all owance

for depreciation. * * *

“A taxpayer may establish the useful life of an asset for
depreci ati on based upon his own experience with simlar property,

or, if his own experience is inadequate, based upon the general

experience in the industry.” Ctizens & S. Corp. & Subs. v.

Commi ssioner, 91 T.C. at 500 (citing section 1.167(a)-1(b),

| ncone Tax Regs.); Banc One Corp. v. Conm ssioner, 84 T.C. 476,

499 (1985) (citing section 1.167(a)-1(b), Incone Tax Regs.),

affd. wi thout published opinion 815 F.2d 75 (6th Cr. 1987). The
taxpayer is not required to prove the precise useful life for

pur poses of depreciation--a “‘reasonabl e approximation’” of the

useful life is sufficient. Citizens & S. Corp. & Subs. v.
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Conmi ssi oner, supra at 500; Banc One Corp. v. Conm Sssioner, supra

at 499 (citing Burnet v. Niagara Falls Brewing Co., 282 U. S. 648,

655 (1931), Super Food Servs., Inc. v. United States, 416 F.2d

1236 (7th Gr. 1969), and Spartanburg Term nal Co. V.

Commi ssioner, 66 T.C. 916 (1976)). The taxpayer nust base the

useful life estimation upon facts that existed at the val uation

date. Citizens & S. Corp. & Subs. v. Commi ssioner, supra at 500;

Banc One Corp. v. Conmi ssioner, supra at 499. Taxpayers nay use
evi dence of their subsequent experiences to corroborate their

projections. Ctizens & S. Corp. & Subs. v. Conm ssioner, supra

at 500.

Petitioner argues that on January 1, 1985, the reasonably
estimated remai ning useful lives of the 30 favorable financing
i ntangi bl e assets equal ed the average weighted lives. Petitioner
relies on the expert opinion and testinony of M. Howard A
Scribner. M. Scribner received a B.S.C. in accounting from
Ri der University and an MB. A in finance from Rutgers G aduate
School of Managenent. He is also a licensed certified public
accountant (C. P. A ) and an accredited business valuation
specialist in the Anerican Society of CP.A's. He is a partner
in the Econom c and Val uati on Services practice of KPMG LLP. M.
Scribner has nore than 20 years of valuation experience involving

i ntangi bl e assets, debt, common and preferred stock, partnership
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interests, and stock options of privately and publicly held
conpani es.

M. Scribner determned that the estimted useful |ives of
the favorable financing intangible assets equal the average
wei ghted lives of the debt obligations that give rise to them
According to M. Scribner, the estimated useful |ives of the
favorabl e financing intangi ble assets did not change on account
of subsequent unforeseen events because

the interactions of market participants force the

i ncorporation of all known and expected information

avai lable at that date into the existing prevailing

mar ket interest rate. Therefore, the market consensus

establishes the current market interest rate to be the

best estimate of the prevailing interest rate over the
life of the investnent.

M. Scribner states that the average weighted life
represents the tinme it takes for the average dollar of principal
borrowed to be repaid to the | ender. The average weighted life
is calculated by: (1) Miltiplying the principal paynment by the
nunber of years or pro rata portion of a year that the principal
anount has been outstanding, (2) adding the results for al

paynment periods, and (3) dividing that sumby the total principal

pai d.?° For debt obligations that do not repay any principal

20 The average weighted life fornula is as foll ows:

AW = 3 PMI X n
P
PMI is the principal paynent, n is the nunber of years that the
princi pal anobunt has been outstanding, and P is the total
(continued. . .)
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until maturity, the average weighted life is the tine remaining
to maturity.

The follow ng exanple illustrates how M. Scribner’s

cal cul ated the average weighted life for ND

Year s Pri nci pal
Dat e Qut st andi ng (A Paynent (B) (A*B)/11, 363, 000*
1/ 1/ 1985 -- -- --
11/ 1/ 1985 0. 8333 $1, 407, 703 0.10
11/ 1/ 1986 1.8333 9, 954, 795 1.61
Total average weighted life 1.71

! This figure is the total principal outstanding on ND as of
Dec. 31, 1984.

M. Scribner estimated that ND had an average weighted life of
1.71 years, or 1 year, 9 nonths.

When an issuer holds an option to repay debt, M. Scribner’s
report explains that the option may affect the average wei ghted
life because the issuer may elect to redeemthe instrunment before
maturity. Petitioner would elect to exercise an option to repay
debt before maturity if it would save interest expense. For
exanpl e, petitioner would exercise the option to redeemthe
instrunment before maturity when the interest rate of the
i nstrunment exceeded the market rate.

Simlarly, if the holder of a debt has a put option, the
hol der will exercise the option when the debt obligation pays

interest at a rate below the market rate of interest because the

20(. .. continued)
princi pal paid.
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hol der could reinvest at a higher rate. Favorable put options
woul d shorten the estimted remai ning useful life of favorable
financi ng intangi bl e assets.

Respondent argues that petitioner has not established a
limted useful life for the favorable financing intangi ble assets
because petitioner’s calculations failed to consider the
volatility of the markets, which may elimnate the benefit of
t hese assets before the useful lives asserted by petitioner
expire. Respondent’s theory would seemto produce shorter useful
lives for the favorable financing intangible assets, which would
accel erate petitioner’s depreciation allowance.? |nstead,
petitioner used a nore conservative estimate of the useful life
measured by the averaged weighted life.

We di sagree wth respondent that petitioner failed to take
mar ket volatility into account when determ ning the useful |ives
of its assets. M. Scribner explained that the market
i ncorporates all known information and expected information into
establishing the prevailing market rates. M. Scribner concl uded
that “the market consensus establishes the current market
interest rate to be the best estimate of the prevailing interest

rate over the life of the investnent.”

21 Respondent did not offer alternative useful life
cal cul ations for petitioner’s favorable financing intangible
asset s.
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Because respondent contends that there is no fair market
val ue to support the existence of the favorable financing
i nt angi bl es, respondent offered no view as to their useful I|ives.
Al though Dr. Hakal a di sagrees that the average weighted |ives
equal the remaining useful lives of the assets, Dr. Hakal a
substantially agreed with the average weighted |ife cal cul ations
performed by petitioner’s experts. W find that petitioner has
proven that its favorable financing intangi ble assets have
reasonably estimabl e useful lives equal to the average wei ghted
lives of the debt obligations fromwhich these assets arose. W

hold that petitioner’s favorable financing intangible assets had

useful lives as follows:

Debt Average Weighted Life
G 15 5 years, 5 nonths
G 16 6 years, 8 nonths
G 17 12 years, 5 nonths
F-8 11 nont hs
F-11 8 years, 11 nonths
F-12 2 nont hs
F- 13 12 years, 2 nonths
F- 15 5 nont hs
F- 18 1 year, 2 nonths
D2 5 years, 3 nonths
Z-2 34 years, 11 nonths
Z-3 9 years, 11 nonths
ND 1 vyear, 8 nonths
Ch-1 4 years, 0 nonths
GMC A 1975 3 years, 4 nonths
GVC B 1975 3 years, 9 nonths
GVC A 1976 3 years, 10 nonths
GMC B 1976 5 years, 6 nonths
GVC A 1977 4 years, 9 nonths
GVC B 1977 6 years, 3 nonths
GMC C 1977 8 years, 2 nonths
GVC A 1978 8 years, 5 nonths



1

(6]

w
1

GMC B 1978 7 years, 4 nonths
GMC C 1978 7 years, 4 nonths
GVC A 1979 6 years, 10 nonths
GVC B 1979 6 years, 10 nonths
GMC C 1979 7 years, 4 nonths
CMO A-2 5 years, 11 nonths
CMO A-3 17 years, 7 nonths
CMO C-4 14 years, 6 nonths

[11. Concl usion

Petitioner has proven that the favorable financing
i ntangi bl e assets have reasonably estinmbl e val ues and
ascertai nabl e remai ni ng useful lives in accordance with our
findings. Since other issues in these cases remain unresol ved,
our conclusions, as stated herein, wll be incorporated in a Rule

155 conput ati on upon resolution of the remaining issues.
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APPENDI X: I nvestnent Bank Bid Prices

The followng table lists the investnent bank bid prices
obtai ned by petitioner and Arthur Andersen, which were used to

val ue petitioner’s favorabl e financing.

Bid Price

Debt Sal onmon Merrill Shear son
| nst runent First Boston Brot hers Lynch Lehman
G 15 -- -- -- 87. 250000
G 16 -- -- -- 81. 750000
G 17 70. 343750 -- -- 70. 250000
F-12 99. 875000 99. 812500 -- --
F- 15 99. 875000 99. 812500 -- --
F-8 99. 187500 99. 093750 -- --
F- 18 99. 906250 99. 812500 -- --
F-11 77.125000 76. 625000 -- --
F- 13 75. 375000 75. 750000 -- --
D2 97. 750000 -- -- 98. 125000
CMO A-2 97. 468750 96. 875000 96. 625000 97. 687500
CMO A-3 96. 406250 95. 687500 96. 250000 95. 218750
CMO G4 95. 906250 93. 343750 95. 375000 92. 937500
ND 95. 562500 -- -- 95. 625000
Cch-1 94. 718750 -- -- 94. 500000
Z-2 2.500000 -- -- 2.656250
Z-3 31. 625000 31. 000000 -- 31. 375000
GMC A 1975 192. 062500 -- -- --
GMC B 1975 192. 750000 -- -- --
GMC A 1976 192. 218750 -- -- --
GMC B 1976 187. 625000 -- -- --
GMC A 1977 188. 562500 -- -- --




GVC B 1977 185. 500000 -- - .-
GVC C 1977 183. 093750 -- - .-
GMC A 1978 185. 875000 -- - .-
GMC B 1978 186. 843000 -- - .-
GMC C 1978 189. 281250 -- - .-
GVC A 1979 191. 750000 -- - .-
GVC B 1979 193. 500000 -- - .-
GVC C 1979 191. 562500 -- - .-

1 Mean of dealer

bid prices obtained fromFirst

Bost on and Sal onon Bros.




